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NOTES FOR FOMC MEETING 

August 18, 1987 


Sam Y. Cross 


For the past three months, dollar exchange rates have 

drifted gradually upward and now average about 6 percent higher 

against the G-10 currencies than at the dollar's low point in 

early May. Since your last meeting in July, the dollar has risen 

on balance by about 1 percent, and at various times it has 

experienced both buying and selling pressures. Recently there 

has been a general feeling that a better sense of two-way risk 

has returned to the market. But looking farther ahead there is 

still much skepticism about the future course of the currency in 

light of our slow progress in reducing the trade deficit. With 

respect to our operations, during the first week of August, when 

there were strong upward pressures on the dollar, the Desk 

entered the market on behalf of the U.S.  authorities, selling 

dollars against marks in coordination with other G-7 central 

banks. 

A factor underlying the dollar's rise this summer has been 


the improving outlook for economic growth in the United States. 


The prospects for U.S. expansion strengthened following release 


of several economic statistics, including the second quarter GNP 


and the employment data. This improvement in our growth 


prospects contrasted with growing disappointment about the 


outlook for the German economy. 


Another factor contributing to the dollar's rise was the 


flare-up of tensions in the Middle East, where disputes about 




shipping and riots in Mecca precipitated a significant marking up 

of dollar rates in the exchange market. With these pressures the 

dollar moved above levels at which the market had previously 

expected that the central banks might intervene to t r y  to stop 

the dollar's rise. Once market participants realized that there 

might not be an effective cap placed on the dollar, they tended 

to move from short dollar positions to long, and also to purchase 


dollar call options. 


The upward pressure on the dollar focused on the mark and 

not the yen. AS compared with Gemany, Japanese growth prospects 

seemed to be improving and there were reports that Japanese 

financial institutions were repatriating capital in response to 

rising long-term interest rates and higher loan demand at home. 

Moreover, there appears to be much more concern about the impact 

of trade on the relationship of the dollar to the yen than to the 

mark. Also, there are reports that Japan's oil inventories are 

relatively high, whereas Germany's are said to be low, so that 

Japan could better withstand a temporary disruption of oil 

supply. 


On August 4 when the dollar was rising and bidding for the 


dollarlmark exchange rate became intense, the U.S. authorities 


sold dollars on the exchange market, and the Desk sold dollars 


again on August 6, 7 and 10. All of the operations were aimed at 


showing the market that the authorities would provide resistance 


to upward pressures on the dollar when these pressures became 


significant, without trying to place a ceiling on the exchange 


rate. Therefore, we sold dollars only when the dollar was moving 


up rather strongly. Though all of the dollars were sold in a 



range around DM 1.00 to DM 1.90, the operations were in different 


amounts and at different levels. The market appeared to have 


understood what we were trying to do and did not feel that we 


were trying to drive the dollar down. Intervention was thus seen 


as a factor contributing to restraint in the mcvements of dollar 


exchange rates. In total we sold $631 million against marks on 


those four days. At various times we were joined by the 


Bundesbank, the Bank of England, the Bank of Prance and the Bank 


of Canada. 


The operations of the Desk were performed in this manner in 

an attempt to preserve a sense of upside risk. Particularly at a 

time when market participants remain skeptical about our ability 

to deal effectively with our large trade deficit, we want market 

participants to feel there is a risk that the dollar might go up 

in the short run. Otherwise, the market could quickly revert 

back to a one-way street -- with the dollar in the downward 

direction -- just as we saw last spring. The events of last 

Friday, after our disappointing trade deficit for June was 

announced, illustrated how quickly market psychology can change. 

The dollar moved down two to three pfennigs in a matter of 

minutes. When the market again found its balance, the dollar was 

still trading at high enough levels to persuade market operators 

that a new dollar downtrend had not necessarily been put in 

place. However, today we have had a second wave of dollar 

selling, apparently still in response to the trade numbers, and 


the dollar is now about 3-112 percent below last week's levels, 


both in terms of marks and yen. 


AS you know, the System's holdings of yen had become quite 
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depleted as a result of our intervention operations of this 


spring. We therefore decided to take advantage of opportunities 


presented to us by our customers to purchase modest amounts of 


yen for the System. The first such operation took place last 


week when we purchased a little more than $36 million equivalent 


of yen to replenish our balances. 
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Notes for FOMC Meeting 


August 18, 1987 


Peter D. sternlight 


The domestic Trading Desk has continued to aim for 

essentially unchanged conditions of reserve availability in the 

period since the last meeting. New information during the period 

gave a mixed picture. M2 and M3 in July grew at only 2-314 and 2 

percent annual rates, respectively, compared to the 5 and 7-1/2 

percent rates for June to September adopted at the time of the 

last meeting. At the same time, there were signs of strength in 

the exchange value of the dollar, sufficient to prompt some 

coordinated intervention to blunt its rise. Meantime, though, 

economic data tended to show a bit more strength than expected, 

and inflationary concerns were evident both in U.S. and foreign 

markets, punctuated at times by higher prices for oil and other 

commodities. 

In weighing these developments, the Desk initially 


aimed for unchanged conditions. Toward late July, while holding 


the path level of borrowing unchanged at $500 million, the Desk 


sought to manage reserves with a bias such that deviations in 


borrowings would more likely be a bit under than over the path 


level. Most recently, the Desk has returned to a more balanced 


stance as further data continued to suggest reasonable strength 


in economic activity and as early readings on August money growth 


suggest a pickup. 
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Compared to the previous period, the Federal funds 

market tended to have a more comfortable tone, with rates 

typically toward the lower part of a 6-1/2 to 6-314 percent 

range. (In much of the previous period, with the same path 

borrowing level, funds had been around the high end of that 

range.) One exception in the recent period was in the closing 

days of July and early August when the Treasury auctioned and 


settled a huge volume of securities in a compressed schedule, 


creating large financing needs and putting upward pressure on the 


funds rate. Higher funds rates emerged again in the last couple 


of days with the approach and arrival of settlement date for the 


Treasury's mid-quarter financing. 


Debt ceiling developments weighed both on the Desk and 


the markets during the period. Expiration of two temporary debt 


ceilings and last gasp extensions complicated reserve management 


and disrupted normal Treasury auction patterns. For the first 


time, the System had to allow its entire holding of a maturing 


bill issue to run off at maturity because the Treasury was unable 


to issue any immediate replacement. 
 Often in the past, it has 


come down to the last minute, but exchange arrangements were 


possible. However, this time, no Congressional action had been 


taken by July 23 when 3- and 6-mOnth bills matured, and the Desk 


had to redeem nearly $4 billion of maturing bills. Earlier, a 


$600 million bill redemption was undertaken deliberately to drain 


redundant reserves. 
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The $4 billion bill paydown took place midway through 

the July 29 maintenance period-when there was, fortunately, a 

need to drain reserves. The paydown turned a large estimated 

need to drain reserves into a modest need to add. The following 

period required further reserve additions as the full effect of 

the paydown was felt. Nonetheless, reserve operations other than 

the bill paydown were generally modest. The Desk sold securities 

to foreign accounts early in the intermeeting period when there 

was a need to drain reserves and arranged a couple of matched 

sale-purchase operations in the market. After the paydown, it 

purchased bills from foreign accounts and arranged a series of 

RPs, mainly for customer account. Net over the full period, 

outright holdings were reduced by about $4.35 billion. While the 

debt ceiling forced the timing of the reduction in the System's 

portfolio, the period was one that called for draining reserves, 

chiefly to offset the impact of declining Treasury balances at 

the Fed. Even absent the debt ceiling complications, a 

substantial portfolio reduction was in order-though probably not 

as great as actually occurred, and with different timing. 

Despite all the distractions, borrowing turned out 

close to the $500 million path allowance, falling a bit short i n  

the first and third maintenance periods and exceeding it slightly 

in the middle period. For the three maintenance periods 

completed during the intermeeting interval, borrowing averaged 

about $465 million. Nonborrowed reserves alternately fell short 

of and exceeded the nominal objectives as excess reserves swung 
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widely during the period. The bulk of the swings in excess were 


predictable, reflecting a sawtooth pattern to reserve carry-ins 


at the large banks. The Desk made informal allowances for them, 


alternately aiming to come in short of the formal nonborrowed 


reserve path and to exceed it. Actual swings were similar to but 


a bit wider than the estimates. 


Most intermediate and long-term interest rates rose 

over the intermeeting period, with the increases concentrated in 

the latter half of the period. However, a sharp rally occurred 

last Thursday after the 30-year bond auction, and the market has 

maintained these gains despite a brief retreat when a larger than 

expected June trade deficit was announced last Friday. Yields on 

longer term issues topped their May peaks in early August but 

have since receded somewhat to show a net rise for the 30-year 

Treasury issue of about 4 0  basis points. That places the long 

bond around 8 . 8 0  percent, after having pushed briefly a little 

over 9 percent in early August. 

The rate increases appeared to reflect a general global 

disenchantment with fixed-income securities in the face of 

concerns about higher inflation down the road, and an increasing 

focus on equity markets. In some major foreign markets, notably 

Japan, the rate rises were sharper than in the U . S .  Japanese 

long-term rates have risen about 100 basis points since early 

July, in part due to oil-based inflation fears. The Japanese 

market was also unsettled by an unexpected issue of two-year 

notes. Sterling yields were up about 8 0  basis points, largely 
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reflecting a full percentage point rise in the Bank of England's 

intervention rate on August 6. In Germany, long-term rates rose 

about 50 basis points. 

In the U . S . ,  inflation concerns were heightened by 

increases in oil and precious metal prices at the time tensions 

in the Persian Gulf heated up, and new economic data suggested a 

stronger outlook for the third quarter than was anticipated 

earlier. Chairman Volcker's Humphrey-Hawkins testimony, 

indicating no recent change in policy where some observers had 

sensed a partial reversal of the April-May *lsnuggingU*move, also 


provided some upward push. 


The debt ceiling delays also affected trading over the 


period. Yields backed up once the ceiling expired on July 17 and 


participants became increasingly concerned about the bunching of 


the auctions once a new ceiling was passed. 
 The compression of 


five auctions totaling about $60 billion of bills and notes 

within 4 business days following the first extension of the debt 

ceiling appeared to cause somewhat higher auction rates than 

would otherwise have prevailed. 

One week after these auctions, the Treasury began its 

$28  billion refunding auctions--a week behind schedule. The pre-

auction dealer talk was that yields would have to back up to 

attract investor demand in view of the general market malaise, 

the sharp narrowing of spreads between U.S. and Japanese bonds 

since the last refunding, and the shortened period between the 

auctions and settlement date �or the new issues. As it worked 
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out, once rates had backed up, there was good bidding interest in 


all three auctions and each issue traded up in price following 


its sale. The strength of the 30-year auction was especially 


notable, with the ratio of bids to awards the highest in three 


years. 


The Treasury paid down only $112 billion in bills over 


the period, and raised $18-112 billion of new cash from sales of 


coupon issues. After the run-up in late July, bill rates have 


leveled off or even declined slightly in the last two weeks. In 


yesterday‘s auction the 3- and 6-mOnth issues were sold at 5.97 


and 6.12 percent. These were up from the 5.62 and 5.68 percent 


rates just before the last meeting. Elsewhere in the short-term 


market, among private instruments, rates showed little change 


over the period. The rise for Treasury bills seemed to be the 


result of an abatement of special factors that had pulled those 


rates down earlier--notably the stream of bill paydowns and the 


prospect of even greater supply interruptions because of the debt 


ceiling. The passage of a new temporary ceiling, and subsequent 


bunching of auctions, suddenly relieved the earlier technical 


shortage. 


Currently, bond market sentiment seems to remain on the 

wary side. As noted, the anticipations of a System ttde-snuggingl* 

failed to find confirmation in the July Humphrey-Hawkins 

testimony, and market participants have been left, at most, with 

what some describe as a “passive de-snuggingtt--thatis, a 

willingness of the Fed to see funds rates slip a bit under what 
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had been the prevalent 6-314 percent level. Meantime, market 

participants seem impressed with more fundamental factors such as 

continuing evidence of economic growth and potential for 

inflationary pressure as the trade deficit narrows in real terms 

and labor markets tighten. The failure to come to grips with 

additiona1,budget deficit reduction measures is also a sobering 


factor. 
 Pew market participants seem inclined to make much of 


the recent slow money growth, given their view of an over-all 


satisfactory pace of real economic growth with some likelihood of 


re-emergent price pressures. 
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Reauest for Additional Leeway 


Current projections indicate a high likelihood that the 

normal $6 billion leeway for changes in outright System holdings 

will not be sufficient between now and the next Committee meeting 

scheduled for September 22 .  The main factor draining reserves is 

expected to be a large build-up in Treasury cash balances after 

the mid-September tax date. Another debt ceiling crunch at 

around that time could affect the problem as it unfolds but most 

likely will still leave a need for greater leeway. My 

recommendation is to increase the usual leeway to $10 billion 

though it should be noted that tax payment estimates can go awry 

and we could end up needing even more. However, it would be 

hard, this far in advance, to pinpoint a more refined number with 


any confidence. 




Michael J. Prell 
August 18, 1987 

FOMC Briefing -- The Economic Outlook 

The staff forecast has not changed much from that presented 


at the July meeting. The overall picture remains one of moderate 


growth in real GNP through the end of next year, with domestic 


demand likely being damped by somewhat higher interest rates. 


Wages accelerate noticeably, but price inflation is only a little 


hit faster in 1988 than in 1987. 


Looking closely at our projection, we have nudged up very 

slightly -- a tenth of a percent or two -- both real growth and 

price inflation over the next six quarters. The economy seems 

at this point to have a bit more upward momentum than we had 

previously anticipated. Before the Greenbook was sent to the 

presses, the key evidence on that score was the labor market 

report for July. The report showed a sizable 300,000 gain in 

payroll employment, which included 70,000 additional jobs in 

manufacturing. The jump in factory payrolls was all the more 

striking because it came even as auto industry employment fell 

almost 40,000, owing to the influence of inventory reduction 

efforts and model changeovers. Moreover, the household survey 

indicated a 470,000 increase in employment and a surprising 

further decline in the jobless rate, to 6 percent. 

The payroll data, along with available physical product 


measures, pointed to a strong increase in industrial production 


in July. The data we published last Friday revealed not only 


an 0.8 percent jump in IP in July, but also upward revisions in 


prior months. The more impressive uptrend in industrial activity 
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s q u a r e s  n i c e l y  w i t h  t h e  run-up i n  materials p r i c e s  t h i s  y e a r ,  

as  w e l l  as w i t h  a tendency  toward t r a d e - d r i v e n  growth. 

Developments p r i o r  t o  t h e  Greenbook a l s o  s u g g e s t e d  t h a t  w e  

might  see s t r o n g e r  consumer spending  t h a n  we had p r e v i o u s l y  p ro 

j e c t e d .  For t h e  n e a r  term, t h e  announcement o f  m w e  gene rous  

i n c e n t i v e s  by t h e  domestic car makers i n d i c a t e d  t h e  l i k e l i h o o d  

of a bunching of consumer o u t l a y s  i n  t h e  t h i r d  q u a r t e r .  Fo r  

t h e  l o n g e r  h a u l ,  o u r  t h i n k i n g  was i n f l u e n c e d  by t h e  upward r e v i 

s ions  i n  t h e  p e r s o n a l  income and s a v i n g  d a t a  f o r  t h e  p a s t  y e a r  

or S O ,  and by t h e  c o n t i n u i n g  s u r g e  i n  t h e  s tock marke t .  

The da ta  r e c e i v e d  l a t e  l a s t  week were c o n s i s t e n t  w i t h  t h e  

t h r u s t  o f  o u r  a n a l y s i s .  Domes t i ca l ly  produced a u t o s  so ld  a t  a n  

8.2 to  8.9 m i l l i o n  annua l  ra te  i n  t h e  f i r s t  t e n  d a y s  of  August ,  

depending on whose s e a s o n a l  f a c t o r s  you employ; t h e  enhanced 

i n c e n t i v e s  were i n  p l a c e  f o r  o n l y  p a r t  of t h e  per iod,  and i f  

t h i s  p a c e  is m a i n t a i n e d ,  enough c a r s  w i l l  be s o l d  t o  e l i m i n a t e  

t h e  overhang of d e a l e r  stocks by t h e  end of t h e  q u a r t e r ,  g i v e n  

low assembly  s c h e d u l e s .  The J u l y  r e t a i l  sales d a t a  also were 

f a v o r a b l e :  i n d e e d ,  t h e  key nonauto  components were, i n  combina

t i o n  w i t h  upward r e v i s i o n s  f o r  t h e  p reced ing  months,  a b i t  

s t r o n g e r  t h a n  w e  had been l o o k i n g  for. 

Incoming i n f o r m a t i o n  on b u s i n e s s  spending  a l s o  h a s  been 

u p b e a t ,  on ba l ance .  The June f i g u r e s  on sh ipments  and o r d e r s ,  

coupled  w i t h  o u r  e x p e c t a t i o n  of  good car and t r u c k  sa les ,  have 

led us to revise upward slightly our forecast of third-quarter 


spending  on equipment.  Meanwhile, t h e  downs l ide  i n  o u t l a y s  f o r  
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n o n r e s i d e n t i a l  s t ruc tures  a p p e a r s  t o  have a b a t e d ,  w i t h  r i s i n g  

o i l  d r i l l i n g  a c t i v i t y  and s t r o n g  demand for  p r i v a t e  e d u c a t i o n a l  

b u i l d i n g s  o f f s e t t i n g  weakness i n  commercial c o n s t r u c t i o n .  

On t h e  i n v e n t o r y  s i d e ,  t h e  f i g u r e s  t h r o u g h  June  s u g g e s t  

t h a t  m a n u f a c t u r e r s ’  s t o c k s  ere q u i t e  lean. Given t h e  t r e n d s  i n  

orders, w e  would e x p e c t  to  see some e f f o r t  to  b u i l d  i n v e n t o r i e s  

i n  t h e  p e r i o d  ahead. A t  t r a d e  e s t a b l i s h m e n t s ,  t h e  p ic ture  is 

less c o n s i s t e n t ,  b u t ,  o u t s i d e  of  autos,  t h e r e  seem t o  be no 

major  imba lances ;  t h e  a p p a r e n t  u p t u r n  i n  r e t a i l  sa les  of  a p p a r e l  

and f u r n i t u r e  i n  t h e  p a s t  c o u p l e  of months is r e a s s u r i n g  i n  t h i s  

regard. 

I n  t h e  hous ing  m a r k e t ,  t h e  e v i d e n c e  a t  Greenbook t i m e  

p o i n t e d  to  t h e  l e v e l i n g  o f f  w e  had e x p e c t e d  i n  a c t i v i t y  i n  June .  

T h i s  morning w e  r e c e i v e d  J u l y  hous ing  starts,  which were r i g h t  on 

t a r g e t  w i t h  o u r  forecast a t  a 1.61 m i l l i o n  u n i t  a n n u a l  rate 

t h e  same p a c e  as  i n  May and June .  

L a s t  F r i d a y ,  a s  you know, t h e  merchandise  t r a d e  f i g u r e s  f o r  

June  came o u t ,  and t h e  d e f i c i t  for t h e  month was much larger t h a n  

t h e  m a r k e t  e x p e c t e d .  I t  was a l s o  somewhat l a r g e r  t h a n  t h e  s t a f f  

had a n t i c i p a t e d .  N o n e t h e l e s s ,  our  estimate of what t h e s e  numbers 

w i l l  look l i k e  when t h e y  a r e  c o n v e r t e d  t o  a b a l a n c e  of  payments 

b a s i s ,  which re la tes  more d i r e c t l y  t o  t h e  GNP d a t a ,  i n d i c a t e s  t h a t  

t h e  t r a d e  d e f i c i t  w i l l  be l i t t l e  changed between t h e  f i r s t  

and second quar te rs .  S i n c e  w e  were n o t  l o o k i n g  f o r  a n y t h i n g  o t h e r  

t h a n  s ideways  movement i n  t h e  n o m i n a l  t r a d e  b a l a n c e  u n t i l  n e x t  

y e a r ,  t h e s e  d a t a  would n o t  c a u s e  u s  t o  revamp our b a s i c  view o f  
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the likely contribution Of net exports to real GNP over the fore-

cast period. I perhaps should note parenthetically that real 

net exports are expected to decline slightly in the third quarter, 

owing to the surge in oil imports associated with precautionary 

stockbuilding. I shoulrl also note that oil inventories are 

notoriously elusive in the GNP data, and if they don't show up 

on this occasion, GNP could be understated in the current period. 

The trade numbers, and the market reaction to them, did 

tend to underscore what we have regarded as a key inflationary 

risk in our forecast -- namely, the possibility that the dollar 

may have to depreciate substantially further to produce an 

acceptable improvement in our external position. 

The recent wage and price indicators have presented a mixed 


picture. Abstracting from food and energy price swings, the 


latest readings on producer prices �or finished goods and consumer 


prices for goods and services suggested relatively moderate infla


tion. Moreover, recent wage and compensation data gave no indica


tion that labor costs, on the whole, had begun to accelerate. 


Prices of nonpetroleum imports did post another appreciable 


increase between March and June, however; and the prices of domes


tically produced industrial materials and intermediate components 


and supplies have been climbing noticeably, evidently reflecting 


reduced pressure from foreign competition and stronger demand in 


several industries, as well as the pass-through of higher costs 


for petroleum-based products. 
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It remains our expectation that prices of final goods and 


services will decelerate a bit in the second half of the year. 


But this slowing is almost entirely attributable to smaller 


increases in food and energy prices. The former seems to be in 


train, with the July PPI showing a drop in meat, fruit and vege


table prices, and the latter of course depends on the continued 


availability of oil from the Persian Gulf region. To date, OPEC 


production apparently has run above quota, damping the rise in 


oil prices; we have assumed that, when precautionary demands ebb, 


output will recede, and the price will remain around the OPEC 


target of $18 per barrel. While the possibility exists that 


prices will overshoot on the downside, it also is clear that 


the oil market constitutes an area of potentially significant 


upside inflationary risk in the forecast. 


Looking beyond the second half, we continue to project a 

reacceleration of inflation, with the fixed-weight price index 

for GNP rising almost 4-1/2 percent over the four quarters of 

1988, compared with 4 percent on average this year. I perhaps 

should note that the inflation rates for both years have been 

raised a hit in light of the Commerce Department's GNP revisions, 

which revealed, among other things,stronger uptrends in govern

ment spending deflators. The basic story has remained the same, 

however: we expect that the competing goods effect from rising 

import prices, in combination with accelerating labor costs, will 

put more upward pressure on the prices of domestic production. 
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In addition, prices likely will be getting a small boost from 


rising federal and state and local excise taxes. 


With regard to labor costs, we continue to show compensation 

increases moving from the recent 3 to 3-1/2 percent range up to 

about 4-3/4 percent by the second half of 1988. We have not 

tacked on a minimum wage hike, which of course constitutes another 

risk in the outlook. But the greater risk, in our minds, is posed 

by the downtrend over the past several months in the unemployment 

rate. The drop in the jobless rate has been considerably more 

than would be explained by the reported increase in real GNP, 

according to the so-called Okun's law formulation. The disparity 

may have several explanations: GNP growth may actually have been 

stronger than we now think; or we may have reached a point where 

labor force participation rates are leveling off; or average pro

ductivity could be deteriorating, perhaps because we are running 

out of high quality labor; or the drop in unemployment may simply 

have been overstated. 

The fact is that we don't really know, and we may not know 

�or some time. We think there is a distinct possibility that the 

unemployment rate will bounce up in the next few months, and we 

have put a small uptick in our forecast. More fundamentally, the 

notion underlying our projection of wages is that, whether the 

true jobless figure is 6 percent or a little higher than that,-
we basically are now and will be in a zone where general labor 


market slack is no longer a source of downward pressure on real 


wages. We can't rule out the possibility, though, that the 
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seemingly moderate output growth we've forecast will push 


unemployment significantly lower and put enough pressure on labor 


resources that wages will accelerate more than we have forecast. 


In the end, we believe our forecast continues to describe 


the most probable outcome for output and prices over the next 


year or so. However, I must say that we also have an uneasy 


feeling that recent developments may be signalling an increased 


risk that inflationary pressures will be greater than we have 


been anticipating. 


Yr. Chairman, I have spoken too long already, so let me 

just note that we have distributed to the Committee a summary 

of the Administration's revised economic and budget forecast, 

issued yesterday in the midsession review document. The CAO's 

updated projections are due out tomorrow, and will show an 

economic forecast closer to our own and an FY88 baseline deficit 

also closer to ours. The $ 2 5  billion of deficit-reduction action 

we've assumed is less than the congressional budget resolution or 

the Administration numbers call for, but given the record, this is 

one forecasting risk we are fairly comfortable taking. 



FOMC Briefing 
Donald L. Kohn 
August 18, 1987 

In saw respects the Camittee faces w h a t  has become a familiar 

s i tua t ion  in  interpreting incaning financial  ard other data as background 

for  its decision t d a y .  Q-owth of the broad monetary aggregates remains 

sluggish re la t ive  to the i r  annual rarges, but other i d i c a t i o r s  in financial  

markets  and the econary d3 not suggest that the thrust  of policy has teen 

especially res t r ic t ive .  

Grawth of the monetary aggregates picked up in  July, a d  recent 

data suggest t h a t  a further acceleration is in  t ra in  t h i s  month. The blue-

book paths encanpss  growth in the aggregates roughly i n  l i ne  with the ex

pected tred of income over cmirg months, as the e f fec ts  of earlier in-

creases i n  i n t e re s t  ra tes  a d  the opportunity costs of holding deposits 

abate. 

The acceleration is anticipated t o  b especially marked f o r  M3, 

which was depressed by unusually weak bank credit growth i n  July. This 

aggregate would 12 expected to  remain under the lower em3 of its long-run 

range through September, but to climb within t h a t  range during the fourth 

quarter, given the s t a f f ' s  projection of a moderate pace of credit expansion 

a t  depository i r s t i tu t iors  a d  reasonably normal funding pa t te r rs  for  that 

credi t .  

M2, hmever, is suff ic ient ly  blow its rarge t h a t  the f a s t e r  

grawth r a t e s  envisioned would still leave it  w e l l  short of the Ccmnittee's 

long-run target range in September, a d  ra ise  serious questiors about the 

a t ta inabi l i ty  of t h a t  range fo r  the year. Under the  unchanged reseme con

ditions assumed f o r  a l ternat ive B, M 2  is projected to  grow a t  a 5 percent 

rate over June to September, which would require expansion a t  about a 

11-1/2 percent pace i n  the l a s t  three months of the year t o  h i t  the lower 



-2-


erd of the range i n  the fourth quarter. Even under a l ternat ive A, whose 

easier reserve corditions s b u l d  have a considerable impact on money growth 

i n  the fourth quarter,  attainment of the M2 range would be uncertain. 

"he Cammittee has stated that M2 growth below its range could be 

acceptable, depending on the circumstances. Looking a t  it f ran  the  perspec

t i v e  of the demrd f o r  money, the principal reason f o r  the weak g r w t h  this 

year and associated .rise i n  velocity, just as it w a s  fo r  the strong growth 

ard velocity declines i n  1986, seems to have k e n  market interest rate mve

~ n t sard changes in oppr tun i ty  costs given the  lagging response of deposit 

ra tes ,  especially on the l iquid mney assets.  

But growth of M2 has keen weaker than might have k e n  expected 

fran interest rate ef fec ts  alone, a t  least based on his tor ical  relationships 

enbdied  in our mney demand equations. To an extent, t h i s  result may be 

an aspect of tk apparent d e r a t i o n  in  averal l  growth of busehold financial 

assets (abstracting fran stock market  wealth) that seem t o  have developed 

t h i s  year, perhaps as a counterpart to reduced debt accumulation under the 

new tax laws. In addition, demard deposits have k e n  unusually weak, pcssibly 

reflecting greater i n t e r e s t  sensi t ivi ty  t h a n  evident earlier as canpensating 

balances cone t o  mre nearly daninate holdings. %is may well show through 

in to  M2, since demd deposit weakness is less l ike ly  to involve shif t ing 

into other M2 assets than is weakness i n  OCD. In its projections, the s t a f f  

has allowed f o r  some ongoing s b r t f a l l  i n  M1 ard M2 growth re la t ive  to model 

results, but not as much as has k e n  evident earlier t h i s  year, w i th  our 

cwrage bolstered by the  more robust pattern t h a t  seemd to te developing 

Over late July and ear ly  A u g u s t .  
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Viewed fran a broad econanic perspective, re la t ively slow mney 

growth t h i s  year may ke considered appropriate in circumstances of higher 

inf la t ion ard in f l a t ion  expectations, ard sthlus to the econcmy from an 

improvem?nt i n  the  external sector. Reflecting this si tuat ion,  otkr 

indicators of the thrust of monetary policy do not appear to suggest that 

t h e  deceleration i n  mney growth thus far w i l l  result in a weaker econcmy 

than might be coffiistentwith prcgress towards the low-run goals of price 

s t ab i l i t y ,  growth, and international balance-and sane signals suggest 

tha t ,  i f  anything, forces-r a t  least fears-of inf la t ion are still very 

mch in  evidence, despite the behavior of mney. 

For example, the rise i n  naninal interest rates, which has played 

such a key role i n  the  mney story, has accanpnied a pickup i n  inf la t ion 

expectatioffi ard therefore does not seem to signal a canparable rise i n  

in real rates. Measured frm last f a l l ,  one year ahead projections of 

inflation--in the greenbook, by outside forecasters, ard by survey 

respondents--have i x r e a s e d  up to 1 percentage point,  just short of 

the rise i n  one-year Treasury b i l l  ra tes  over the period, implying only a 

small imrease in  real in te res t  rates. U s i n g  these various al ternat ive 

measures of inf la t ion expectatiors, t h i s  one-year real r a t e  is estimated a t  

around 2-1/2 percent, not unusually high by h is tor ic  stardards. I n  c i r m  

stances i n  h i d 7  a major bocst to econanic growth is expected to arise from 

a continued imprcxlement i n  external irrbalances, a somewhat higher real 

interest  rate may ke needed to res t ra in  danestic demand--especially in the  

absence of def in i te  prcspects for continued prcgress i n  reducing federal 

governrent budget def ic i t s .  Certainly, the behavior of the s t o c k  market 

t h i s  year does not suggest that investors view mnetaq policy a s  having 

been unduly restrictive; and the backup in  bond yields in  the United States  
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and elsewhere around the  world recently seem to indicate a sens i t iv i ty  i n  

financial markets to the possibi l i ty  that the ef fec ts  of r i s ing  prices are 

mre l ike ly  to daninate credit markets Over t h e  years ahead than is the 

inpact. of any weakness in  econanic growth. lhis is reflected i n  the danestic 

yield curve as w e l l ,  which ranins  upuard sloping, and is steeper than last 

f a l l  when many expected that weakness i n  the econany i n  1987 would necessitate 

an easing of policy t h i s  year. 

Other sensitive indicators have sbwn mixad signals over the past 

few mnths, but when viewe3 re la t ive  to late last year also s e e m  to indicate 

t h a t  policy has not been a particularly r e s t r i c t ive  force. canrodity 

prices have been relat ively f l a t  in r e m n t  weeks, but are w e l l  above levels 

of last fall. And while the exchaqe rate has r i s en  on balance since 

late May, in  terms of other G10  currencies, it remains about 6 percent 

belaw its leve l  of last  NavarS3er. 

As Mike ncted, the s t a f f  forecast mies a view that demands on 

the  U.S. e=oncr?y w i l l  te reasonably strong, and the  margin of unusued 

resources in  the econany is suff ic ient ly  n a r m  that a fur ther  rise i n  

naninal i n t e re s t  rates a d  restrained m e y  growth w i l l  bs needed to keep 

inf la t ion frcm acceleratiq substantially, especially given th2 boost 

to prices in  the forecast fran a further dollar decline. Conczrn about 

an Outlook along these l i n e s  might argue f o r  a near-term tightening of 

reserve conditions, as under alternative C, or a tilt i n  the  direct ive 50 

that the kmt Manager would be par t icular ly  sensi t ive to the need to 

t igh ten  shwld additional information point Ward strengttening price 

pressures. Such a tilt would be corsistent with a view that current coditions 
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might not  y e t  w a r r a n t  a tightening, but that tk r isks  of damping the  

econany unduly by w i n g  to that side in  respoMe to incaning information 

are fa r  less a t  this point than tk r i s k s  of spurring additional inf la t ion by 

moving to an easier stance, w i t b u t  very strorg evidence that a sat isfactory 

path fo r  the  econany required such an easing. 

An al ternat ive view might stress the weakness of the aggregates, 

various downside risks to the Econanic outlook and the implications for the 

price picture of continuing moderate behavior of labor costs. It is difficult 

to dismiss tk aggregates al tqether-- their  g r w t h  l a s t  year, along with 

the dol la r ' s  depreciation w a s  one of the f e w  irdicators w e  had t h a t m n e 

t a q  policy was reasonably expansive and tha t  the Econany in 1987 might te 

stronger than the consensus view. I f  the slower money growth were contri

buting to the f i m r  dol lar ,  this might have impr tan t  implicatiors f o r  the 

outlook. A dol la r  that remined strorg along with sluggish ac t iv i ty  abroad 

would tend to  prduce bcth weaker pr icei  and domestic econanic growth t h a n  

i n  the s t a f f  forecast. Such a view would k consistent with a t  least a 

balanced d i rec t ive  under unchanged reserve conditions, on t h e  grounds that 

the d d s  on a mre restrained outcane should not be downplayed without 

additional evidence of strength i n  pr ices  or the econany. I n  par t icular ,  

i f  tk aggregates were considered t o  have some informational content, 

fur ther  sho r t f a l l s  i n  M2might even weigh towards reducing reserve pressures. 

And, if  the downside risks were thought to te part icular ly  strong, t h i s  

view might imply a tilt w a r d  ease or even choice of a l ternat ive A. 

In  any case, Mr. Chairman, the s t a f f  has included the usual array 

of "mights" and "woulds" in  t h e  d ra f t  directive that could be used to indi

cate more of a readiness to m v e  toward ease or tightening. "he d ra f t  



directive alsD contains m e  wording suggestioni should the Camittee wish 

to charge tte emphasis on various factors conditioning intenneeting adjust

ments. I n  par t icular ,  the  Committee may want to consider whether the dollar 

should have ths same praninence it ncw has, which evolved through the 

p e r i d  of severe downward pressure on the  dollar. Finally, i n  view of t h e  

weakness in  the aggregates, the s t a f f  has supplied language that would 

indicate t h a t  f a s t e r  grwth than the Ccmnittee's short-run specifications 

would hi? acceptable, prwided there were no evidence of troubles on the 

inf la t ion or dol la r  fronts:  this would allow fo r  the  pass ib i l i ty  that 

should some of ti-e earlier weakness begin to ke reversed, the desk would 

not  necessarily weigh that heavily on the side of seeking firmer reserve 

corditions. 




